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Real Estate Industry Developments— 2004/05
How This Alert Helps You
This Audit Risk Alert can help you plan and perform your real es
tate industry audits. The information delivered by this Alert can
provide assistance in achieving a more robust understanding o f
the business and economic environment in which your clients
operate. This Alert is an important tool in helping you identify
the significant risks that may result in the material misstatement
o f the financial statements. Also, this Alert delivers information
about emerging practice issues and information about current ac
counting, auditing, and regulatory developments.
If you understand what is happening in the real estate industry,
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert can assist you in making considerable strides in gaining that
industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2004/05 (product no. 022335kk).

Economic and Industry Developments
For a complete overview o f the current economic environment in
the United States, see the AICPA general A udit Risk Alert—
2004/05 (product no. 022335kk).

General Industry Trends and Conditions
For the past three years, the effects o f the recession and overabun
dance o f job losses have tempered most sectors o f the real estate
industry. Now, with the economy on the rebound, it appears the
real estate industry can finally brace itself for a long awaited re
covery. According to the National Association o f Realtors (NAR),
sustained economic growth coupled with business confidence
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brightens the prospects for a commercial real estate recovery.
David Lereah, NA R’s chief economist, predicts a rise in demand
for commercial real estate due to increases in durable goods or
ders, employment data, and business spending. Net absorption o f
commercial space is expected to rise by the end o f 2004 and rents
should hold steady. The outlook for 2005 is even better, with va
cancy rates expected to decline even further, which will trigger
much anticipated rent increases.
According to an emerging trends real estate forecast by the Urban
Land Institute and PricewaterhouseCoopers, real estate investors,
property companies, developers, and lenders are adapting well to
the changing real estate market, and firms expect their profitabil
ity to be “good to excellent” in 2004. Nevertheless, many indus
try experts view 2004 as a transition year for the real estate
market and don’t expect steady improvements until 2005 or later.
With the notable exception o f (1) retail, which has managed to
keep its head above water with the help o f consumer spending,
and (2) housing, which clearly has been a booming market, many
sectors of real estate face a long road to recovery.
In addition to forces active in the general economy, other forces will
continue to reshape the real estate industry, including the following:
•

Globalization. Through consolidation and expansion, real
estate companies are becoming international enterprises.
Numerous opportunities for global expansion exist outside
the United States, particularly in Europe and Asia. How
ever, U .S. companies that expand overseas must be savvy
about local conditions and must carefully assess the risks o f
doing business in an unfamiliar environment.

•

Larger real estate companies. Traditionally, real estate com
panies tended to be privately held entrepreneurial enter
prises. This continues to change. Today, there are about
200 public real estate companies. In addition, primarily
through mergers and acquisitions, larger real estate compa
nies are continuing to emerge.
Larger public companies have different operating charac
teristics than smaller private companies. For example,
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larger public companies may have more comprehensive in
ternal controls (including internal audit departments) and
more sophisticated information technology (IT) to help
them manage their real estate assets.
•

Technology. Technology has played and will continue to
play a significant role in reshaping the industry. The Inter
net has greatly enhanced the marketing o f commercial
property and facilitated the exchange o f information about
underlying industry conditions. The result has been a sig
nificant decrease in the time available to make real-estaterelated decisions. In what had previously been a relatively
slow-moving industry, the speed and availability o f infor
mation made possible by new technology have increased
the pace at which real estate business is conducted.
There is, however, a technology downside to the real estate
industry as well: it potentially reduces the need for space
and reduces demand. For example, offices may find the
need for less space as more employees share workspaces
and work from home. Internet shopping is growing in
steady increments and may eventually reduce retail store
space. Also, as warehouses move toward just-in-time distri
bution systems, the need for storage space may decline.

•

Outsourcing. Outsourcing has become a growing trend
among large companies such as Microsoft, Motorola, IBM,
and Intel. As more jobs are moved abroad, inevitably, de
mand for U.S. office space will decline. In a recent survey by
Chicago-based real estate services firm Jones Lang LaSalle
Inc., 80 percent of real estate executives for major companies
said they were likely to increase their offshore call centers
and computer services over the next five years. Two-thirds
said they were likely to increase offshore back-office func
tions. The growing popularity of outsourcing, coupled with
cyclical high national office vacancy rates, can have lasting
effects on the commercial real estate market rebound.

As a result o f these recent trends, the real estate industry will en
dure significant and lasting changes. The exact nature o f these
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changes is still largely unknown; more time is needed to observe
and analyze the interaction o f these dynamics.

Industry Segment Conditions
Office Market Conditions
The office market continues to struggle in 2004, with vacancy
rates reaching cyclical highs. U.S. office vacancy rates edged up to
17.9 percent in the first quarter from 17.7 percent at the end o f
2003— the highest rate since the previous recession o f the early
1990s. However, with the robust economy and rising job market,
the office market demand should slowly pick up in the second
half o f 2004. In fact, a recent survey by Reis, Inc., a commercial
real estate research firm, says that employment growth alone led
companies to acquire more office space in the second quarter o f
2004 than they have in more than three years. According to
NAR, net absorption o f office space is expected to escalate from
28.2 million square feet in 2003 to 77.6 million square feet in
2004. Industry analysts expect vacancy rates to decline to some
where between 17 percent and 17.4 percent by year end. Rents
are predicted to remain steady, decreasing less than a percentage
point, before increasing by as much as 3.5 percent in 2005.
Office construction appears to be under control as developers
continue to align new construction with demand. New office
construction is projected at 31 million square feet for 2004— a
substantial decline when compared to 143 million square feet in
1999, according to Reis Inc.
While the office real estate market appears to be building
strength, expect its recovery to be slow. According to commercial
real estate services firm Grubb & Ellis, the market needs five or
more years o f positive excess space absorption before vacancy
rates are reduced to the equilibrium level o f 10 percent.

Industrial Market Conditions
The industrial market continues to slowly make its way down
what is turning into a very long road to recovery. The industrial
vacancy rate bottomed out at 6 percent in 2000 and reached a
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peak o f 10 percent in the first quarter o f 2003. The vacancy rate
finally took a break and remained flat in the second half o f 2003,
hovering around 9.8 percent, and inched down to 9.7 percent in
first half o f 2004. Analysts predict the vacancy rate to decline to
between 9.3 percent and 9.3 percent by the end o f 2004, which is
still fairly high compared to 2000, but not totally out o f balance.
According to AM B Property Corporations Industrial Absorption
Indicator, realized net absorption in the first half o f 2004 was ap
proximately 62 million square feet. Strong net absorption is ex
pected in the second half o f 2004, with predictions o f roughly 75
million square feet in the third quarter and 53 million square feet
in the fourth quarter. In addition, recent numbers from the Insti
tute o f Supply M anagement’s index o f manufacturing activity
imply that industrial production— and as a result, demand for in
dustrial space— should continue to accelerate through late 2004
and into 2005. However, Torto Wheaton Research does not be
lieve that significant net absorption will return until 2005 and at
tributes expected rent declines in 2004 and 2005 to national
supply numbers that are twice the demand estimate.
The statistics cited here demonstrate the industrial market is
showing positive signs o f a turnaround. Flat construction rates in
2003 coupled with improving net absorption rates indicate the
industrial market is, at best, well balanced. Demand for industrial
space hinges on a number o f variables related to manufacturing
including inventories, durable goods orders, production, whole
sale trade, and retail sales. The good news is that manufacturing
activity has been strengthening— in fact, according to a survey by
the Society o f Industrial and Office Realtors, due to new orders
and lofty production levels, manufacturing has experienced its
greatest advance since 1983. This suggests that the industrial
market recovery is gaining momentum.

Retail Market Conditions
Retail remains the strongest real estate market sector. According to
a May 2004 Grubb & Ellis survey o f retail-leasing professionals,
in the past 12 months retail leasing activity has increased by 5 per
cent or more, effective rents have increased as much as 5 percent,
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and vacancy rates have remained flat. Per Reis, Inc., for the past
13 quarters the average vacancy rate for neighborhood and com
munity centers has stabilized between 6 percent and 7 percent.
The current economic improvements have fueled the retail industry
in most o f the first half of 2004. However, in the month o f June
many consumers began to hold back as a result o f rising gas prices
and unseasonably cool weather. According to the latest National Re
tail Federation (NRF) Executive Opinion Survey, the N R F’s
monthly index, the Retail Sector Performance Index (RSPI) for June
was 52 percent, its lowest level since June 2003. Despite June’s poor
retail performance, sales are expected to rebound in the months
ahead due to strong pricing power and continued job growth.
Looking ahead, the retail real estate industry can expect rising in
terest rates to potentially slow down investor demand for retail
properties. In turn, retail investment property capitalization rates
may also increase slightly. However, these risks are likely to be
marginal because interest rate increases are expected to occur
steadily over time.

Residential Market Conditions
With interest rates on the rise, there is much debate over the
housing market impact. In a recent study by the Federal Reserve,
if short-term interest rates and disposable income increase as ex
pected, U.S. house prices are predicted to grow a cumulative 2.6
percent over the next three years— the slowest pace in more than
three decades.
However, according to NAR, higher interest rates will not wound
the existing housing market. David Lereah says that interest rates
are increasing due to healthy economic growth rather than infla
tionary pressures, which makes all the difference. The belief is
that increases in payroll and business spending due to corporate
profitability can create enough wealth to offset the negative ef
fects o f modestly higher interest rates in the housing markets.
Lereah also predicts a 5.7 percent increase in existing home sales
as they climb to a record 6.45 million in 2004. New-home sales
are also expected to break records at 1.2 million, an increase of
10.8 percent as compared to 2003. Housing starts are predicted

6

to increase 2.6 percent, reaching 1.9 million in 2004— the
strongest level o f housing construction since 1978. Lereah also
predicts the 30-year fixed-rate mortgage to slowly reach 6.4 per
cent by the end o f the year.
The multifamily market is beginning to show small signs of im
provement after first being hit in the year 2000 by a combination
o f factors such as a frail job market, low interest rates that enticed
existing renters into a home-buying frenzy, and a glut o f con
struction in some markets. Mark Obrinsky, the National MultiH ousing C ouncil’s chief economist, believes the apartment
market could experience a full recovery by the end o f the year if
the economy continues to grow at a healthy pace. Obrinsky also
attributes improvements in occupancy rates to strong employ
ment growth. In addition, rising interest rates are not expected to
have major repercussions on the multifamily market. Some be
lieve there is actually a balancing effect in place— while the higher
costs o f borrowing may worsen debt servicing costs, rising inter
est rates will make renting a more attractive prospect than homeownership for some.
While the multifamily market seems optimistic, don’t expect a
dramatic turnaround. NA R expects the 2004 average vacancy rate
to remain unchanged from 2003 at 7.1 percent, the highest level
since 1986, when it was 7 .9 percent. Rents are predicted to in
crease by a mere 0.3 percent in 2004, and then an additional 1.8
percent in 2005. Another cause for concern is the unusually brisk
pace o f apartment construction expected to reach completion in
the second half o f 2004. Considering last year’s apartment supply
still hasn’t been fully absorbed, a large number o f newly con
structed apartments can hinder the multifamily market recovery.

Hospitality Market Conditions
Hotels are finally on the path to recovery after three bad years of
lackluster demand and declining revenues. Damaged by reduced
travel after the attacks of September 11, 2001, the hotel industry is
starting to see the light at the end o f the tunnel. Demand is slowly
increasing as consumers traveled more for leisure during the sum
mer months despite rising gasoline prices and business travel re
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sumes. Hotels in urban areas also likely experienced increases in
demand due to political conventions for the Presidential election
this year. As a result o f increasing demand, revenue per available
room (RevPAR), average room rates and occupancy rates are ris
ing. According to Smith Travel Research data, in the first quarter
o f 2004 RevPAR increased 7.7 percent over the same period last
year to $49.37, which was driven by a 3.1 percent increase in aver
age room rate and a 2.4 percentage point increase in occupancy.
The hospitality division o f PricewaterhouseCoopers, LLP is pre
dicting RevPAR to rise from $49.19 in 2003 to $52.03 in 2004,
a 5.8 percent increase. In addition, the average room rate is ex
pected to increase 3.0 percent and occupancy should increase 1.6
percentage points.
On the supply side, Lodging Econometrics, the industry author
ity for hotel real estate, is predicting industry-wide net new-sup
ply growth to be 1.2 percent in 2004 and 1.3 percent in 2005.
With supply growth falling below the minimal 2 percent thresh
old, demand should start to pick up and the industry can finally
take a step toward recovery.

Real Estate Investment Trusts
For the fourth consecutive year, real estate stocks outperformed
the Standard & Poor’s 500 and the Dow Jones Industrials. The
National Association o f Real Estate Investment Trust’s (NAREIT)
Composite Index1 posted a total annual return o f 38.5 percent in
2003, which was a dramatic increase over 2002 (annual return, 5.2
percent) and 2001 (annual return, 15.5 percent). N A REIT’s Com
posite Index boasted an annual return o f 25.9 percent in 2000.
As of June 30, 2004, the NAREIT Composite Index was up 5.17 per
cent for the year. In terms of year-to-date total returns by property sec
tor, retail self storage and residential real estate investment trusts
(REITs) were the top performers, while REITs in the mortgage, health
care, and lodging/resorts sectors comprised the bottom of the list.
1. The National Association o f Real Estate Investment Trusts Composite Index in
cludes all real estate investment trusts that trade on the New York Stock Exchange,
American Stock Exchange, and N A SD A Q National Market List.
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Rising interest rates and heightened fears o f inflation have many
analysts speculating about the future performance o f REITs.
Some fear that as interest rates rise, institutional investors, who
are the primary owners o f REIT shares, will seek more attractive
investment alternatives, such as fixed-income securities.
On the other hand, some view rising interest rates as a way for the
Federal Reserve to take control o f the economy before inflation
gets out o f control. The belief is that as the economy continues to
grow and more jobs are created, companies will increase capacity
and the overall demand for real estate will increase. Consequently,
rents will push upward and REITs will see higher earnings.

Environmental Factors Affecting Financial Reporting
Pressures to Perform
Businesses deal with pressures that arise from a variety o f sources,
both internal and external. External pressures come primarily
from the capital markets, with many believing that Wall Street's
expectations too often drive inappropriate management behavior.
Management often is under pressure to meet short-term perfor
mance indicators, such as earnings or revenue growth, financial
ratios tied to debt covenants, or other measures. Most often man
agement’s intentions are to follow sound and ethical practices,
but pressure may build when analysts and shareholders demand
short-term performance and when competitors move closer to
the edge o f the range o f acceptable behavior.
Members o f top management also may be pressured to demon
strate that shareholder value has grown as a consequence o f their
leadership. Boards o f directors often create pressure on manage
ment to meet financial and other goals. There also is a well-es
tablished practice o f m otivating management with stock
options and other equity instrum ents that attem pt to align
management and shareholder interests. With their own perfor
mance and compensation tied to operating or financial targets,
management can, in turn, push hard on personnel throughout
the company, including those in operating business units, to
meet what may be overly optimistic goals. This high-pressure
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environment can create an incentive to adopt practices that may
be too aggressive or inconsistently applied in an effort to meet
perceived expectations o f the capital markets, creditors, or po
tential investors. At some point, the motivation behind earnings
management can become strong enough for individuals, given
the right opportunity to move beyond acceptable practices, even
though they are otherwise honest individuals. The greater the
pressures, the more likely individuals will rationalize the accept
ability o f their actions.

Complexity and Sophistication o f Business
Structures and Transactions
The increasing sophistication o f the capital markets and the cre
ativity o f investment bankers and other financial advisers have
fostered a wide variety o f complex financial instruments and
structured financial transactions. M any companies now use
complex transactions involving transactions with one another in
the form o f purchases or sales o f assets, derivative transactions,
and intricate operating agreements designed to meet a specific
reporting objective as well as an economic objective. Some com
panies have transferred assets off-balance-sheet or arranged for
units to be acquired by special-purpose-entities, joint ventures,
limited liability corporations, or partnerships, retaining substan
tially all the risks and rewards o f ownership but without “con
trol.” Recent business failures, including the boom-bust cycle o f
dot-com enterprises, have focused attention on the potential
risks o f these business structures and transactions and the chal
lenge o f reporting them in a way that is easily understood by fi
nancial statement users.
Many companies have adopted rapid and innovative forms o f
business expansion, either through acquisitions and mergers, or
internal development. Such rapid expansion may have been nec
essary to support high price-to-earnings multiples. However, it
also creates many challenges, including integrating disparate op
erations, melding internal control processes, and meeting ex
panded financing needs. Liquidity crises or financial reporting
failures may result.
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Regulatory and Legislative Issues
The Sarbanes-Oxley Act of 2002
The Sarbanes-Oxley Act has widespread implications on the real es
tate industry. According to the N ational Real Estate Investor and
Dale Anne Reiss, Global Director of Real Estate, Hospitality and
Construction for Ernst & Young, the impact of compliance with the
Sarbanes-Oxley Act on REITs will be one to three cents per share.
The cost stems from the copious tasks of identifying, documenting,
testing, and monitoring internal controls. Smaller REITs are also ex
pected to face even higher costs of compliance due to lack of con
trols documentation and internal audit teams. Some believe these
financial burdens may compel smaller REITs to merge to stay afloat.
In addition to publicly held REITs and real estate operating com
panies, privately held real estate companies will also be indirectly
affected by the Sarbanes-Oxley Act. The Sarbanes-Oxley Act re
quires the management o f a public company to assess the effec
tiveness o f the company’s internal control over financial
reporting. That would encompass situations where real estate
companies serve as fiduciaries or manage assets on behalf o f pub
lic entities. This requirement may force many real estate compa
nies to review, document, and monitor their internal controls to
maintain business relationships with public entities.
A more complete summary o f the Act is available on the AICPA
Web site at www.aicpa.org/info/sarbanes_oxley_summary.htm.

Audit and Accounting Issues and Developments
Potential Risks Existing During a Period of Economic Recovery
Although the economy looks set for sustained, solid growth in
2004 and 2005, periods o f economic uncertainty in the past few
years have lead to challenging conditions for companies. As com
panies begin to recover from the economic downturn, many will
scramble to drive profit margins back to desirable levels. This
could present financial reporting risk and an increased risk of ma
terial misstatement to the financial statements.
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Accordingly, the auditor should keep professional skepticism at a
heightened level, continue to consider fraud, and as always, chal
lenge the status quo. More specifically, you should keep the fol
lowing points in mind as you plan and perform audits o f real
estate clients:
•

Understand how your client is affected by changes in the
current business environment.

•

Understand the stresses on your client’s internal control over
financial reporting, and how they may affect its effectiveness.

•

Identify key risk areas, particularly those involving signifi
cant estimates and judgments.

•

Approach the audit with objectivity and skepticism,
notwithstanding prior experiences with or belief in man
agement’s integrity.

•

Pay special attention to complex transactions, especially
those presenting difficult issues o f form versus substance.

•

Consider whether additional specialized knowledge is
needed on the audit team.

•

Make management aware o f identified audit differences on
a timely basis.

•

Question the unusual and challenge anything that doesn’t
make sense.

•

Foster open, ongoing communications with management
and the audit committee, including discussions about the
quality o f financial reporting and any pressure to accept
less than high-quality financial reporting.

•

When faced with a “gray” area, perform appropriate proce
dures to test and corroborate management’s explanations
and representations, and consult with others as needed.

Evaluating Audit Risks During This Economic Time
Your evaluation o f audit risk should start with a solid under
standing o f your client’s business. To develop this understanding,

12

you should be knowledgeable about the entity’s strategies for
dealing with business conditions— both current conditions and
those most likely to exist in the near future. In the real estate in
dustry, business conditions vary greatly across property types and
from region to region. The risks associated with developing office
buildings are different from those faced by a homebuilder; a
warehouse facility in the Northeast may face different issues than
a similar facility located on the Pacific Coast. For this reason, you
must be knowledgeable about property types and the location in
which the entity operates.
Audit risk can be altered when a real estate entity enters into new
property types or new geographic markets. You should be aware
that current economic conditions might force your real estate
clients to expand beyond their traditional sphere o f operations.
During audit planning, you should identify new property types
or geographic locations and carefully assess the risks associated
with the client's change in operating strategy.
When evaluating audit risk, consider common business risks in
the real estate industry, such as the following:
•

Decline in the value o f and income from properties due to
economic conditions

•

Inability to retain existing tenants or obtain new tenants

•

Major tenants experiencing financial difficulties

•

Newly acquired or developed properties not performing
as expected

•

Increased competition for attractive properties and locations

•

Inability to sell properties when appropriate due to their
illiquid nature

•

Mortgages maturing in the near term

•

Changes in tax or environmental laws with the potential to
adversely affect cash flow

•

Possible environmental problems, such as hazardous or
toxic substances, that are costly to remediate
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•

Greater exposure to uninsured losses, due to opt-outs for
higher deductibles and self-insured retention amounts in
an attempt to mitigate increases in insurance costs

•

Insufficient cash flow to meet debt obligations, capital ex
penditures, and distributions to shareholders and REIT

•

The presence o f short-term floating rate debt secured by
long-lived assets (for example, if interest rates rise, cash
flow may not be sufficient to refinance debt)

•

Failure to meet financial covenants, which can adversely af
fect financial condition

•

Rising interest rates, which can adversely affect cash flow

•

Dependence on key personnel

•

Ability o f shareholders to effect changes in control o f the
company

•

Failure to comply with federal income tax requirements to
qualify as a REIT

Applying Professional Skepticism Is Key
In this period of economic recovery in the real estate sector, com
panies may be tempted to manage earnings by using nonrecur
ring transactions or by changing the method o f calculating key
estimates, such as reserves, fair values, or impairments. Compa
nies may also adopt inappropriate accounting practices resulting
in improper recognition or omission o f financial transactions.
Material nonrecurring transactions may require special disclosure
to facilitate the readers’ understanding o f the reported financial
results, and the guidance in Accounting Principles Board (APB)
Opinion No. 20, Accounting Changes, should be applied in re
porting the effects o f changes in estimates. Inappropriate transac
tions or accounting practices that may result in errors requiring
adjustments o f financial statements might include premature
recognition o f revenue, failure to appropriately accrue for contin
gent liabilities that are probable and estimable, and failure to
record unpaid purchase invoices. In addition, you should be par-
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ticularly skeptical o f fourth-quarter events that result in signifi
cant revenue recognition, loss accrual, or noncash earnings.
The appropriate level o f professional skepticism is needed when
corroborating managements representations. Management’s ex
planations should make business sense. Additionally, you may
need to consider corroborating management’s explanations with
members o f the board o f directors or audit committee.
Other indicators o f potential increased accounting and reporting
risk calling for heightened professional skepticism include:
•

Liquidity matters
— The company is undercapitalized, is relying heavily on
bank loans and other credit, and is in danger o f violat
ing loan covenants.
— The company appears to be dependent on an initial
public offering for future funding.
— The company is having difficulty obtaining or main
taining financing.
— The company is showing liquidity problems.

•

Quality o f earnings
— The company is changing significant accounting poli
cies and assumptions to less conservative ones.
— The company is generating profits, but not cash flow.

•

Management characteristics
— Management’s compensation is largely tied to earnings
or the appreciation o f stock options.
— The company appears vulnerable to the weakening eco
nomic conditions, and management is not proactive in
addressing changing conditions.
— The company’s management is selling its investment in
company securities more than in the past.
— There is a significant change in members of senior man
agement or the board o f directors.
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Consideration o f Fraud
The general state o f the economy may raise several fraud risk fac
tors. As the real estate sector recovers, management may be under
significant pressure to obtain additional capital to finance expan
sion, or the entity may depend on debt with debt covenants that
are difficult to maintain under the circumstances. Auditors have a
responsibility to consider fraud in their financial statement au
dits. In doing so, auditors are required to follow the guidance in
Statement on Auditing Standards (SAS) No. 99, Consideration o f
Fraud in a Financial Statement Audit (AICPA, Professional Stan
dards, vol. 1, A U sec. 316).
Some examples o f fraud risk factors that may currently exist in
real estate entities include the following:
•

An excessive interest by management in maintaining or in
creasing the reported amount o f real estate assets through
the use o f aggressive appraisal assumptions.

•

M anagements’ use o f unusually aggressive accounting
practices in recognizing revenue from real estate sales.

•

Complicated criteria for recognizing sales transactions, mak
ing it difficult to assess the completion of the earnings process.

•

Inadequate responses or an unwillingness to respond to in
quiries about known regulatory or legal issues, for exam
ple, the presence o f environmental contamination on an
entity-owned site.

•

Significant related-party transactions.

•

Significant side agreements or transaction terms not previ
ously disclosed.

•

Payment o f large fees to real estate management companies
for achieving occupancy rates at start-up.

•

Key contracts awarded without a competitive bidding process.

The AICPA has developed a Practice Aid titled Fraud Detection
in a GAAS Audit, Revised Edition (product no. 006615kk),
which provides practical help on considering fraud in a financial
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statement audit. Also see the AICPA’s Antifraud & Corporate
Responsibility Resource Center at www.aicpa.org/antifraud, an
online resource providing comprehensive tools, information,
and resources devoted to the prevention, detection, and investi
gation o f fraud.

Auditing Estimates
As stated above, the real estate industry is in recovery mode, with
some sectors still lagging behind. As an auditor, approach certain
estimates with caution, such as expected future cash flows used in
the determination o f a possible asset impairment, which requires
management to make assumptions about future events and con
ditions. Be skeptical o f cash flow and other performance projec
tions that assume overly optimistic upward trends.
When auditing estimates, you should be familiar with SAS No. 57,
Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1,
AU sec. 342); the AICPA Practice Aid Auditing Estimates and Other
Soft Accounting Information; and Statement of Position (SOP) 94-6,
Disclosure o f Certain Significant Risks and Uncertainties.
Pay close attention to the underlying assumptions used by man
agement when auditing accounting estimates. Management is re
sponsible for making the estimates included in the financial
statements. Those estimates may be based in whole or in part on
subjective factors, such as judgment based on experience with
past as well as current events, and with conditions it expects to
exist. You should be alert to the possibility o f management's over
reliance on economic information based on favorable conditions
to predict future outcomes.

Paper Check Reproductions May Warrant
Change in Audit Procedures
In October 2003, the Federal Reserve Board signed into law the
Check Clearing for the 21st Century Act (Check 21). Check 21
gives substitute checks the same legal validity as the original paper
checks. Substitute checks are paper reproductions o f checks that
include an image o f the front and back o f the original check, and
can be processed just like the original check. The Act is intended
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to reduce the check payment systems dependence on the physical
transportation o f checks and to streamline the collection and re
turn process. The Act became effective on October 28, 2004.
The use o f copies o f checks instead o f the originals means banks no
longer have to transport checks throughout the country, and con
sumers (including business clients) may receive copies o f their can
celled checks rather than cancelled paper checks. Although
compliance with Check 21 is voluntary, most banks are expected to
comply because of the significant cost savings for them. Check 21
specifically states that substitute checks provided by the bank to its
customers have all the force and effect of the actual cleared check.
In planning your real estate audit engagements, you should be aware
of Check 21 and consider how it may affect the nature, timing, and
extent of your audit procedures, especially if the misappropriation
o f cash is identified as a high fraud risk. Additional information
about Check 21 is available on the Federal Reserve's Web site at
www.federalreserve.gov/ paymentsystems/truncation/default.htm

Auditing in a Paperless Environment
As real estate entities continue to expand their use o f IT, you may
need to become aware o f the unique audit issues in a highly com
puterized environment. In addition, you should identify the
risks o f material misstatement that can arise during the transition
from a highly manual environment to a more computerized op
erating environment.
When clients rely on technology to manage and analyze informa
tion, audit strategies change. Consider the following examples:
•

Audit evidence that previously existed in paper form may
be available electronically only. Accessing electronic audit
evidence may require you to become proficient in the use
o f data extraction or other audit software tools.

•

The design and operation o f internal control in a com
puter environment is much different than in a predomi
nately manual environment.
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For further information and guidance on auditing in this paper
less environment, see SAS No. 94, The Effect o f Information Tech
nology on the A uditors Consideration o f Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 319).

Cost Allocations and Related-Party Transactions
Many real estate entities are jointly owned by a local developeroperator and an institutional or other type o f passive investor.
The developer-operator is typically responsible for developing the
property, the day-to-day operations o f the property, or both.
Often, the developer-operator owns and operates several real es
tate entities at the same time. In many instances, the developeroperator may achieve cost savings by purchasing goods and
services in bulk for all the properties under his control. Examples
o f these are insurance, cleaning services, elevator services, and
landscaping. In these circumstances, the auditor should review
the basis for the allocation o f costs to various entities controlled
by the developer-operator, to gain assurance that they have been
allocated on a systematic and rational basis.
In addition to the real estate entities, the developer-operator
often owns various business entities that provide one or more ser
vices (for example, management services, construction, or leas
ing) to all o f the real estate entities under his control. In this
situation, the auditor should carefully review the nature and
amount o f expenditures incurred by the property-owning entities
from related-party service companies, to ascertain if they are in
accordance with the applicable provisions o f the entity’s gover
nance documents.

Issues Associated With Merger and Acquisition Activity
As stated earlier, increased merger and acquisition activity is pre
sent in the real estate sector during this evolving period o f eco
nomic recovery. As such, auditors should familiarize themselves
with the many audit and accounting issues that often arise when
merger and acquisition activity is present. Furthermore, if your
audit engagement involves a merger or acquisition, you should be
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prepared to conduct the necessary audit procedures pertaining to
those transactions.

Accounting Guidance
Financial Accounting Standards Board (FASB) Statement No.
141, Business Combinations, addresses financial accounting and
reporting for business combinations, including the application o f
the purchase method, and the accounting for goodwill and other
intangible assets acquired.
When allocating the purchase price o f an acquired real estate
property, entities must consider intangible assets, such as cus
tomer relationships, in-place leases, above-market leases, and
below-market leases. The allocation often involves judgments
about market rates, leasing costs, and the probability o f lease re
newals. This results in the purchase price being allocated to the
identifiable intangible assets in addition to the real estate prop
erty acquired. Hence, the purchase price may be amortized over a
shorter period to the extent that the purchase price is allocated to
intangible assets with lives that are shorter than the acquired real
estate property.

Potential Internal Control Deficiencies
Subsequent to a merger, management typically reduces personnel
and eliminates positions and functions in hopes o f saving money
and gaining efficiencies. Management may shift personnel to dif
ferent positions and alter the way things have always been done.
By making these moves, management risks creating deficiencies
in internal control and in business operations. Also, in dealing
with the many complex internal control issues arising from a
merger, management may assume basic internal controls are op
erating as expected when in fact they may not be.
Auditors should take these issues into account in their considera
tion o f internal control and their assessment o f control risk.
These possible gaps and deficiencies in internal control may af
fect the nature, timing, and extent o f audit testing and may rep
resent reportable conditions or weaknesses in internal control
that should be communicated to management and the audit

20

committee. Auditors should refer to the guidance set forth under
SAS No. 55, Consideration o f Internal Control in a Financial State
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 319),
as amended.

Increased Opportunity for Fraud
Employees may have an increased opportunity to commit fraud
when companies merge. With the restructuring taking place, em
ployees can take advantage o f a breakdown in internal control, a
lack o f segregation o f duties, and missing supervisory reviews to
commit fraud. Furthermore, some employees become resentful
after a merger, which can motivate a rationalization to commit
fraud. Refer to the section titled “Potential Risks Existing During
a Period o f Economic Recovery” for additional guidance.

Spring Loading and Pre-Merger Outlays
An acquiring entity may try to worsen the reported financial per
formance o f the purchased company during the period immedi
ately preceding the acquisition date, the stub period. By
worsening the financial performance o f the acquired company
before the acquisition, management will find it much easier to re
port “improved” performance after the acquisition, thus demon
strating the positive effects o f the business combination and
providing a pop in reported earnings. This practice is often re
ferred to as spring loading. Generally, the practice involves acceler
ating the purchased company’s payment o f payables and other
obligations, and writing down investments and other assets on
the purchased company’s books. These practices may not neces
sary violate the letter o f any generally accepted accounting princi
ples (GAAP).
Moreover, this sort of financial engineering may involve the delib
erate inflation of reserves and allowances recorded on the acquired
company’s books. These inflated reserves are then reversed in the
period following the acquisition providing a generous burst of earn
ings growth. Accounts that can be manipulated like this include:
•

Reserves for merger costs

•

Pension allowances
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•

Restructuring reserves

•

Reserves for worker's compensation and medical insurance

Auditors should be on the lookout for these kinds o f accounting
practices and determine that appropriate GAAP is being followed.

Risks of an Oversupplied Market
While some real estate markets are starting to show signs o f im
provement, other markets are still faced with supply that is far
outpacing demand. For example, as mentioned earlier, both the
office and multifamily markets are currently experiencing cycli
cally high vacancy rates. In this environment, real estate compa
nies may be forced to lower rents for newly developed properties
or offer rent concessions for existing properties. Since commercial
properties are typically valued by revenue streams, these lower
rents may give rise to reduced property prices. If revenues de
crease to insufficient levels whereby operating expenses and out
standing debt commitments cannot be paid, loan defaults may
begin to increase. As an auditor, you should be conscious o f your
client's vacancy rates and assess their impact on the operating re
sults o f the business.

Risks of Overseas Expansion
Many real estate investors, owners, and users are seeking global
expansion because o f small, competitive home markets and a lack
o f investment opportunities. When looking to buy overseas, the
investors often cite economic performance, market size, and the
tax and operating environment as key factors in identifying suit
able markets. The lack o f local market knowledge appears to be
the major stumbling block. To overcome this challenge, the most
popular method o f entry into overseas markets is via joint ven
tures with local partners.
Competing in foreign markets is complex and fraught with risks,
many o f which are indiscernible at first glance. The political risks
in some nations are quite high, but even in countries that have
relative political stability, complexities may arise. Each country
has its own laws and regulations pertaining to tenant rights, real
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estate and income taxes, foreign ownership, and limited liability
protection, just to name a few. In addition, market characteristics
can greatly vary due to diverse local cultures and traditions. Fi
nally, accounting standards have yet to be globalized, which can
make real estate investment decisions an assiduous task.
If your client has or is considering globalization by venturing into
foreign real estate markets, you should consider whether the client
has an effective process for identifying and managing the risks o f
doing business in those markets. For example, has management
adequately assessed the realities o f a foreign marketplace when de
veloping assumptions about the future performance o f real estate
located in those markets? Evaluate the proper accounting treat
ment o f any complex ownership structures that may have been
created to mitigate specific domestic restrictions and prohibitions.
Help Desk—Ernst & Young publishes a report titled Real Estate:

The Local Global Economy—An Ernst & Young Guide to Selected
Real Estate Markets Around the World\ which can be purchased
at www.ey.com. The report provides a country-by-country
breakdown of local laws, regulations, barriers to entry, and real
estate trends and opportunities.

Transactions Involving Off-Balance-Sheet Arrangements,
Including Variable Interest Entities
Transactions involving off-balance-sheet arrangements have been
under intense scrutiny since Enron. Investors now have a keen in
terest in off-balance-sheet arrangements, which can potentially
hide debt and inflate reported earnings. Partially in response to
criticisms o f existing accounting guidance that enabled compa
nies to keep billions o f dollars o f assets off the balance sheet by
moving them into special-purpose-entities or other entities that
they did not “control,” the FASB and the Securities and Ex
change Commission (SEC) began to revamp the rules governing
these arrangements.
Hoping to achieve greater transparency in financial statements,
the FASB issued Interpretation No. 46, Consolidation o f Variable
Interest Entities, in January 2003 and subsequently revised it in
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December 2003, issuing FASB Interpretation No. 46(R), Consoli
dation o f Variable Interest Entities. FASB Interpretation No. 46(R)
is an interpretation o f Accounting Research Bulletin (ARB) No.
51, Consolidated Financial Statements, and addresses consolidation
by business enterprises o f variable interest entities that meet cer
tain criteria and expands financial statement disclosures.
FASB Interpretation No. 46(R) explains how to identify variable
interest entities, how a company assesses its interests in variable
interest entities, when variable interest entities must be consoli
dated, and what disclosures must be presented in the financial
statements. The rules are stringent and have forced many compa
nies to question their involvement in off-balance-sheet transac
tions, with real estate companies being no exception. According
to Dale Anne Reiss, Global Director o f Ernst & Youngs Real Es
tate, Hospitality & Construction practice, FASB Interpretation
No. 46(R) will affect almost every real estate investor, developer,
owner, or lender since common structures used by the real estate
industry, such as joint ventures, limited partnerships, and LLCs,
are all potential variable interest entities.
To comply with FASB Interpretation No. 46(R), real estate com
panies will need to analyze each individual structure or invest
ment, which can number in the thousands for some REITs, to
determine if consolidation is necessary. There is no doubt that
this will be a grueling and costly task for many.
FASB Interpretation No. 46(R) has also affected real estate enti
ties in the realm o f off-balance-sheet synthetic leasing. Synthetic
leases have been a popular form o f financing for real estate enti
ties, since through the creation o f a special-purpose-entity, the
company eliminated the need to add the real estate asset or asso
ciated debt to its balance sheet and was still able to deduct lease
payments for tax purposes. However, due to FASB Interpretation
No. 46(R) and the overall increased scrutiny o f off-balance-sheet
transactions, many real estate companies have opted for other fi
nancing alternatives such as sales-leaseback transactions. Never
theless, this does not mean that all real estate entities have
completely given up on complex lease structures.
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As a result o f FASB Interpretation No. 46(R), you may need to
gain a solid understanding o f the revised guidance when reviewing
your client's participation in variable interest entities and evaluat
ing whether these entities have been accounted for properly.
See the “New Accounting Pronouncements and Other G uid
ance” section o f this Audit Risk Alert for further discussion o f
FASB Interpretation No. 46(R).

Revenue Recognition
As the real estate industry attempts to recover in the midst o f a re
viving economy, companies may be faced with overly optimistic
forecasted results that may not have materialized fully. Auditors
should consider the appropriateness o f their clients revenue
recognition policies or, especially, changes to those policies. Some
clients may attempt to demonstrate growth in a recovering mar
ket by changing operating or accounting policies that affect the
timing or propriety o f revenue recognition. In evaluating the rev
enue recognition policies o f real estate entities, you should care
fully consider whether the criteria in FASB Statement No. 66,
Accountingfor Sales o f Real Estate, have been met.
You should also continue to be alert for the following:
•

“P u t” arrangements. These arrangements may commit a
seller, its officers, or shareholders to repurchase the prop
erty, find other buyers, or indemnify the buyer or thirdparty guarantors for risk o f loss. These arrangements can
significantly affect revenue recognition. In a number o f
cases, put arrangements may not be formally documented,
so you should consider the facts and circumstances sur
rounding property sales to be sure there are no formal or
informal arrangements o f this kind. You may also wish to
request written representation from management regard
ing the absence o f such agreements.

•

Direct or indirect seller financing. Consider circumstances
that would indicate that a seller might have directly or in
directly provided the funds for a down payment (or for the
entire purchase price) in a cash sale. Apart from precluding
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the use o f the full accrual method o f profit recognition,
such circumstances may create related-party transactions
that require disclosure, as described in FASB Statement
No. 57, Related Party Disclosures.
FASB Statement No. 66 describes examples o f real estate transac
tions that include sales o f corporate stock of enterprises with sub
stantial real estate, partnership interests, and time-sharing
interests. Questions have been raised about whether the sale o f
these investments should be accounted for under FASB State
ment No. 66 or under FASB Statement No. 140, Accounting for
Transfers and Servicing o f Financial Assets and Extinguishments o f
Liabilities. In Emerging Issues Task Force (EITF) Issue No. 98-8,
“Accounting for Transfers of Investments That Are in Substance
Real Estate,” a consensus was reached that the sale or transfer o f
an investment in the form o f a financial asset is, in substance, real
estate and should be accounted for in accordance with FASB
Statement No. 66.
FASB Interpretation No. 43, Real Estate Sales, clarifies that FASB
Statement No. 66 applies to all real estate sales, not just those
made by real estate entities. Included within the scope o f FASB
Statement No. 66 are sales o f real estate with property improve
ments or integral equipment that cannot be removed and used
separately from the real estate without incurring significant costs.
Lease Income
Several accounting pronouncements provide guidance to lessors
on recognizing lease revenue. These pronouncements include
the following:
•

FASB Statement No. 13, Accounting fo r Leases. Paragraph
19(b) o f this Statement describes how a lessor should re
port lease income, as follows:
- In general, rental income is recognized over the lease
term as it becomes receivable according to the provi
sions o f the lease.
— H owever, if the rentals vary from a straight-line basis,
the income should be recognized on a straight-line basis
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(unless another systematic and rational basis is more
representative o f the time pattern in which use benefit
from the lease property is diminished).
•

FASB Statem ent N o. 29, D eterm ining Contingent
Rentals. This Statement defines contingent rentals and
states that they should be recognized as revenue when
they become accruable.

•

FASB Technical Bulletin 85-3, Accounting fo r Operating
Leases with Scheduled Rent Increases. This Technical Bul
letin addresses whether it is appropriate for lessors to rec
ognize scheduled rent increases on a basis other than as
required in FASB Statement No. 13.

•

SE C Staff Accounting Bulletin (SAB) No. 104, Revenue
Recognition, (supersedes SAB No. 101, Revenue Recognition
in Financial Statements). SABs are not rules or interpreta
tions o f the SEC, but represent practices followed by SEC
staff in administering the disclosure requirements o f the
federal securities laws. SAB No. 104 contains guidance re
lated to arrangements with multiple deliverables, including
guidance that contingent rental income “accrues” (that is,
it should be recognized as revenue) when the changes in
the factors on which the contingent lease payments are
based actually occur.

In auditing rental income, you should obtain reasonable assur
ance that rental income has been properly recognized during the
period. Pay particular attention to revenue from contingent
rentals and revenue recognition when lease payments are sched
uled to vary from a straight-line basis.
To properly recognize rental income on a straight-line basis,
the accounting for income from lease arrangements that call
for scheduled rent increases requires the recording o f a receiv
able during the early years o f the lease. If your client's financial
statem ents include such a receivable, you should determine
that it is collectible, for example, by assessing the creditworthi
ness o f the tenant.
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Help Desk—Auditors designing and performing procedures
related to revenue recognition can look to the AICPA Audit
and Accounting Guide Auditing Revenue in Certain Industries
(product no. 012514kk).

Sale-Leaseback Transactions
As a result o f FASB Interpretation No. 46(R), many analysts be
lieve that sale-leaseback transactions have become the alternative to
synthetic leases. As sale-leasebacks continue to grow in popularity
among corporations that own their facilities, the auditor should
have a solid understanding o f sale-leaseback accounting. Real es
tate entities may participate in these transactions as the purchaserlessor. FASB Statement No. 13 describes the accounting by the
purchaser-lessor in a sale-leaseback transaction, as follows:
•

If the lease meets the criteria for classification as a capital
lease, the purchaser-lessor should record the transaction as
a purchase and a direct financing lease.

•

If the lease does not meet the criteria for classification as a
capital lease, the purchaser-lessor should record the trans
action as a purchase and an operating lease.

You can find the primary guidance on accounting by the sellerlessee in a sale-leaseback transaction involving real estate in FASB
Statement No. 98, Accounting for Leases: Sale-Leaseback Transactions
Involving Real Estate, Sales-Type Leases o f Real Estate, Definition o f
the Lease Term, and Initial Direct Costs o f Direct Financing Leases.

Asset Impairment
Auditors should continue to be alert for the possible impairment
o f real estate assets. FASB Statement No. 144, Accountingfo r the
Impairment or Disposal o f Long-Lived Assets, is the primary guid
ance on accounting for the impairment o f real estate assets. In
general, the accounting for the impairment o f real estate depends
on whether the property is to be held for investment or held for
disposal. Projects under development are accounted for in the
same manner as those held for investment. FASB Statement No.
144 does not provide exceptions for assets subject to nonrecourse
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debt. The involuntary conversion o f a nonmonetary asset to a
monetary asset, such as a hurricane-damaged property subject to
insurance recovery, should be evaluated under FASB Interpreta
tion No. 30, Accounting fo r Involuntary Conversions o f Nonmone
tary Assets to M onetary Assets, and will generally result in an
impairment (or gain) to the extent the carrying value exceeds (or
is less than) the monetary assets received or to be received.

Real Estate Properties Held for Investment
Real estate held for investment and projects under development
should be reported at cost, less accumulated depreciation, and
should be evaluated for impairment if facts and circumstances in
dicate that impairment may have occurred. Judgment is often ap
plied in determining when to test a long-lived asset for
recoverability. Factors such as property market conditions, re
gional and national economic conditions, operational perfor
mance, legal and environmental concerns, and expected holding
periods o f assets can play a role in management's evaluation o f
impairment indicators. More specifically, conditions or events
such as the following may indicate a need for assessing the recov
erability o f investments in real estate:
•

Cash flows from operating activities are insufficient to
cover debt service.

•

Current occupancy rates indicate that future cash flows to
be received are lower than the amounts needed to recover
the carrying amount o f the investment fully.

•

Major tenants have experienced or are experiencing finan
cial difficulties.

•

A significant portion o f leases will expire in the near term.

•

Lessors are being forced to make significant concessions to
rent property.

•

Properties held for sale remain unsold at subsequent bal
ance-sheet dates.

•

Properties have been subject to significant dam age or
destruction.
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•

Other investors have decided to cease providing support or
reduce their financial commitment to a project or venture.

•

Rental demand for a rental project currently under con
struction is not meeting projections.

•

Auditors’ reports on financial statements of investee properties
are modified for reasons that relate to real estate investments
(for example, an auditor’s report on the financial statements of
investee properties that is modified for a departure from
GAAP attributable to the improper valuation of assets).

If events and circumstances indicate that impairment may exist,
the entity is required to estimate the future cash flows expected to
result from the use o f the asset and its eventual disposition. An
asset is deemed to be impaired if its carrying amount exceeds the
sum o f the expected future cash flows (undiscounted and without
interest charges) from the asset. The impairment is measured as the
amount by which the carrying amount exceeds the fair value o f the
asset. After recognizing an impairment, the entity should account
for the reduced carrying amount o f the asset as the new cost of the
asset and depreciate it over the remaining useful life. Restoration of
previously recognized impairment losses is prohibited.
Lack o f an asset-impairment evaluation system may indicate a
material weakness in an entity’s internal controls. Further, a lack
o f documentation generally increases the extent to which you
must apply professional judgment in evaluating the adequacy o f
management’s write-downs.

Real Estate to Be Disposed o f by Sale
Real estate to be disposed o f by sale (real estate for which man
agement has committed to a plan o f disposal by sale) should be
presented separately in the statement o f financial position and
should be reported at the lower o f the carrying amount or fair
value, less costs to sell. Subsequent revisions to fair value less costs
to sell should be reported as adjustments to the carrying amount
o f the asset to be disposed of. Nevertheless, the carrying amount
may not be adjusted to an amount greater than the carrying
amount o f the asset before an adjustment was made to reflect the
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decision to dispose o f the asset. Determination o f whether the
carrying amounts o f real estate projects require write-downs
should be done on a project-by-project basis, in accordance with
paragraph 24 o f FASB Statement No. 67, Accountingfo r Costs and
Initial Rental Operations o f Real Estate Projects. The results o f op
erations o f a component o f an entity that either has been dis
posed o f or is classified as held for sale should be reported in
discontinued operations if certain criteria are met.

Assets to Be Disposed o f Other Than by Sale
Assets that are to be abandoned, exchanged for a similar produc
tive asset, or distributed to owners in a spin-off are to be consid
ered as held and used until they are disposed of. If the asset is to
be abandoned, the depreciable life is revised in accordance with
APB Opinion No. 20, Accounting Changes. If the asset is to be ex
changed for a similar productive asset or distributed to owners in
a spin-off and if the carrying amount o f the asset exceeds its fair
value at the date o f exchange or distribution, an impairment loss
is to be recognized at that date.

Funds From Operations
A common non-GAAP measure o f performance used in the real
estate industry is funds from operations (FFO), which is a sup
plemental industry-wide earnings measure for REITs. N A REIT
defines FFO as “net income (computed in accordance with
GAAP), excluding gains (or losses) from sales o f property, plus
depreciation and amortization, and after adjustments for uncon
solidated partnerships and joint ventures.” In response to inter
pretative issues regarding the definition o f FFO, N A REIT issued
recommendations with respect to clarifying FFO. These recom
mendations were detailed in an April 2002 whitepaper, which su
persedes the 1999 whitepaper referenced in prior year Alerts, as
well as in several National Policy Bulletins and Financial Report
ing Alerts issued as recently as February 2004. The recommenda
tions include the following:
•

Only depreciation and amortization items that specifically
pertain to real estate assets should be added back, for exam-
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ple, real property depreciation, amortization o f capitalized
leasing expenses, and tenant allowances or improvements.
•

FFO should include nonrecurring events, except those de
fined as “extraordinary items” under GAAP. Calculation o f
FFO based on this clarification should be shown for all pe
riods presented in financial statements or tables.

•

FFO related to assets held for sale, sold, or otherwise trans
ferred and included in results o f discontinued operations
should be included in consolidated FFO . Calculation o f
FFO based on this clarification should be shown for all pe
riods presented in financial statements or tables.

•

FFO should exclude gains (or losses) from the sale o f prop
erty that was previously depreciated. Gains or losses on
sales o f securities or undepreciated land may be included in
FFO. If so, the amount o f gain or loss should be disclosed
for each reporting period. If not, the amount o f gain or
loss should address the amount in the reconciliation o f net
income to FFO.

•

Disclosures should include the information included in
the N A R EIT whitepaper on FFO and in N A R EIT N a
tional Policy Bulletins related to reporting FFO . Disclo
sure recommendations include, but are not limited to, a
statement showing how FFO is calculated.

•

Impairment write-downs must be included in FFO for all
periods.

•

Original issuance costs of redeemed preferred stock should be
factored into the calculation of FFO per share in the period
during which the stock has been redeemed. This treatment is
consistent with the guidance in EITF Issue No. D-42, “The
Effect on the Calculation of Earnings per Share for the Re
demption or Induced Conversion o f Preferred Stock.”

•

FFO , as defined above, represents FFO applicable to all
equity shares— not just FFO attributable to common
shareholders. If FFO is reported on an absolute basis it
should be appropriately labeled.
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•

When reporting FFO per share, it is presumed that the nu
merator is FFO attributable to common shares.

Although FFO is widely used by real estate companies, N A REIT
recognizes that net income, as defined by GAAP, is the primary
industry earnings measure. The recommendations by N A REIT
are guidelines for management to use with discretion, rather than
a set o f enforceable authoritative rules.
Help Desk—NAREIT's whitepaper on FFO and other related
guidance can be found in the “Accounting Issues” section of
NAREIT's Web site, www.nareit.com.

New Auditing, Attestation, and Quality Control
Pronouncements, and Other Guidance
Presented below is a list o f auditing, attestation, and quality
control pronouncements and other guidance issued since the
publication o f last year’s Alert. The AICPA general A udit Risk
Alert—2 0 0 4 /0 5 (product no. 022335kk) contains a summary
explanation o f most o f these issuances. For information on au
diting and attestation standards issued subsequent to the writing
o f this Alert, please refer to the A ICPA Web site at
www.aicpa.org. and the Public Company Accounting Oversight
Board (PCA O B) Web site at www.pcaobus.org. The PCA O B
sets auditing standards o f public com panies and other S E C
registrants only. You m ay also look for announcem ents o f
newly issued standards in the CPA Letter, Journal o f Accountancy,
and the quarterly electronic newsletter, “In O ur O pinion,” is
sued by the AICPA’s Auditing Standards team and available at
www.aicpa.org/ members/div/ auditstd/opinion/index.htm.
AICPA Audit Interpretation
No. 17 of SAS No. 58
(June 2004)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Audit Interpretation
No. 18 of SAS No. 58
(June 2004)

“Clarification in the Audit Report of the
Extent of Testing of Internal Control
Over Financial Reporting in Accordance
with GenerallyAccepted Auditing Standards”
“Reference to PCAOB Standards in an
Audit Report of a Nonissuer”
( continued)
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(Applicable to audits conducted
in accordance with GAAS)
PCAOB Auditing Standard No. 1
(May 2004)
(Applicable to audits conducted in
accordance with PCAOB standards)
PCAOB Auditing Standard No. 2
(June 2004)
(Applicable to audits conducted in
accordance with PCAOB standards)
PCAOB Auditing Standard No. 3
(August 2004)
(Applicable to audits conducted in
accordance with PCAOB standards)
PCAOB Rules
(Various dates)
(Applicable to audits conducted in
accordance with PCAOB standards)

Revised AICPA Ethics
Interpretation 101-3
(September 2003 and July 2004)
AICPA Toolkit
(December 2003)
(Nonauthoritative)
AICPA Practice Alert No. 2003-03
(June 2004)
(Nonauthoritative)
AICPA Practice Alert No. 2004-01
(November 2004)
(Nonauthoritative)
AICPA Practice Aid
(June 2004)
(Nonauthoritative)
AICPA Practice Aid
(August 2003)
(Nonauthoritative)
AICPA Technical Practice Aid
(September 2004)
(Nonauthoritative)
AICPA Practice Aid
(November 2004)
(Nonauthoritative)

References in Auditors' Reports to the
Standards o f the Public Company
Accounting Oversight Board
An Audit o f Internal Control Over
Financial Reporting Performed in
Conjunction with an Audit o f
Financial Statements
Audit Documentation

In the past year the PCAOB has issued
numerous rules to be used by registered
public accounting firms in the preparation
and issuance of audit reports. For a
complete listing of PCAOB rules go to
www.pcaobus.org.
“Performance of Nonattest Services”

The AICPA Audit Committee Toolkit

Acceptance and Continuance o f Clients
and Engagements
IllegalActs

Auditing Governmental Financial Statements:
Programs and Other Practice Aids
Applying OCBOA in State and Local
Governmental Financial Statements
Reporting on Medicaid/Medicare
Cost Reports
Establishing and Maintaining a System o f
Quality Controlfor a CPA Firm’s
Accounting and Auditing Practice
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For summaries o f the above standards and other guidance, visit
the applicable Web site. The standards and interpretations pro
mulgated by the AICPA Auditing Standards Board are now avail
able free o f charge by visiting the AICPA’s Audit and Attest
Standards Team’s page at www.aicpa.org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers
alike can download the auditing, attestation, and quality control
standards by either choosing a section o f the codification or an
individual statement number. You can also obtain copies o f
AICPA standards and other guidance by contacting Service Cen
ter Operations at (888) 777-7077 or going online at
www.cpa2biz.com.

New Accounting Pronouncements and Other Guidance
Presented below is a list o f accounting pronouncements and
other guidance issued since the publication o f last year’s Alert.
The AICPA general A udit Risk Alert— 2 0 0 4 /0 5 (product no.
022335kk) contains a summary explanation o f most o f these is
suances. For information on accounting standards issued subse
quent to the writing o f this Alert, please refer to the AICPA Web
site at www.aicpa.org, and the FASB Web site at www.fasb.org.
You may also look for announcements o f newly issued standards
in the CPA Letter and Journal o f Accountancy.
FASB Statement
No. 132(R) (revised 2003)
(December 2003)
FASB Interpretation
No. 46(R) (revised
December 2003)
FASB EITF Issues
(Various dates)
FASB Staff Positions
(Various dates)

Employers Disclosures about Pensions and Other
Postretirement Benefits— an amendment o f FASB
Statements No. 87, 88, and 106
Consolidation o f Variable Interest Entities—
an interpretation o f Accounting Research
Bulletin No. 51
Go to www.fasb.org/eitf/ for a complete list
of EITF Issues.
Go to www.fasb.org/fasb_staff_positions/ for a
complete list of FASB Staff Positions (FSPs). Some
of the recently issued FSPs address issues relating to
FASB Statements No. 141, 142, 144, and 150,
among others, FASB Interpretations No. 45 and
46(R), and EITF Issue No. 03-1.
(continued)
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SEC Rules, Regulations,
Accounting Bulletins, etc.
(Various dates)
AICPA Audit and
Accounting Guide
(January 2004)
SOP 03-3
(December 2003)
SOP 03-4
(December 2003)

SOP 03-5
(December 2003)

AICPA Practice Aid
(May 2004)
(Nonauthoritative)
AICPA Technical
Practice Aid
(August 2004)
(Nonauthoritative)
AICPA Technical
Practice Aid
(August 2004)
(Nonauthoritative)

Go to www.sec.gov for a complete list of all
SEC Guidance.
Audits o f Depository and Lending Institutions: Banks
and Savings Institutions, Credit Unions, Finance
Companies and Mortgage Companies
Accountingfor Certain Loans or Debt Securities
Acquired in a Transfer
Reporting Financial Highlights and Schedule of
Investments by Nonregistered Investment Partnerships:
An Amendment to the Audit and Accounting Guide
Audits of Investment Companies and AICPA
Statement o f Position 95-2, Financial Reporting by
Nonpublic Investment Partnerships
Financial Highlights o f Separate Accounts: An
Amendment to the Audit and Accounting Guide
Audits of Investment Companies
Valuation o f Privately-Held Company Equity
Securities Issued as Compensation
Applicability o f FASB Interpretation No. 45—
Guarantors Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of
Indebtedness o f Others—Physician Loans
Applicability o f FASB Interpretation No. 45—
Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees o f
Indebtedness o f Others—Mortgage Guarantees

For summaries o f the above standards and other guidance, visit
the applicable Web site. To obtain copies o f AICPA standards and
other guidance, contact Service Center Operations at (888) 7777077 or go online at www.cpa2biz.com.

FASB Interpretation No. 46(R), Consolidation of
Variable Interest Entities
The following summary is for informational purposes only and
should not be relied upon as a substitute for a complete reading
o f the applicable standard.
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FASB Interpretation No. 46(R) o f Accounting Research Bulletin
(ARB) No. 51, Consolidated Financial Statements, addresses con
solidation by business enterprises o f variable interest entities.
Variable interest entities are those entities with one or more o f the
following characteristics:
•

The equity investment at risk is not sufficient to permit
the entity to finance its activities without additional subor
dinated financial support provided by any parties, includ
ing the equity holders.

•

The equity investors lack one or more o f the following es
sential characteristics o f a controlling financial interest:
— The direct or indirect ability to make decisions about
the entity’s activities through voting rights or similar
rights
— The obligation to absorb the expected losses of the entity
— The right to receive the expected residual returns o f
the entity

•

The equity investors have voting rights that are not pro
portionate to their economic interests, and the activities o f
the entity involve or are conducted on behalf o f an investor
with a disproportionately small voting interest.

The following are exceptions to the scope o f this Interpretation:
•

Not-for-profit organizations are not subject to this Inter
pretation unless they are used by business enterprises in an
attempt to circumvent the provisions o f this Interpretation.

•

Employee benefit plans subject to specific accounting re
quirements in existing FASB Statements are not subject to
this Interpretation.

•

Registered investment companies are not required to con
solidate a variable interest entity unless the variable interest
entity is a registered investment company.

•

Transferors to qualifying special-purpose entities and “grand
fathered” qualifying special-purpose entities subject to the re-

37

porting requirements o f FASB Statement No. 140, Account
ing for Transfers and Servicing o f Financial Assets and Extin
guishments o f Liabilities, do not consolidate those entities.
•

N o other enterprise consolidates a qualifying special-pur
pose entity or a “grandfathered” qualifying special-purpose
entity unless the enterprise has the unilateral ability to
cause the entity to liquidate or to change the entity in such
a way that it no longer meets the requirements to be a
qualifying special-purpose entity or “grandfathered” quali
fying special-purpose entity.

•

Separate accounts of life insurance enterprises as described in
the AICPA Auditing and Accounting Guide Life and Health
Insurance Entities are not subject to this Interpretation.

•

An enterprise with an interest in a variable interest entity
or potential variable interest entity created before Decem
ber 31, 2003, is not required to apply this Interpretation to
that entity if the enterprise, after making an exhaustive ef
fort, is unable to obtain the necessary information.

•

An entity that is deemed to be a business (as defined in this
Interpretation) need not be evaluated to determine if it is a
variable interest entity unless one o f the following condi
tions exists:
— The reporting enterprise, its related parties, or both
participated significantly in the design or redesign o f
the entity, and the entity is neither a joint venture nor
a franchisee.
— The entity is designed so that substantially all o f its ac
tivities either involve or are conducted on behalf o f the
reporting enterprise and its related parties.
— The reporting enterprise and its related parties provide
more than half o f the total o f the equity, subordinated
debt, and other forms o f subordinated financial support
to the entity based on an analysis o f the fair values o f
the interests in the entity.
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- The activities o f the entity are primarily related to secu
ritizations, other forms o f asset-backed financings, or
single-lessee leasing arrangements.
•

An enterprise is not required to consolidate a governmen
tal organization and is not required to consolidate a financ
ing entity established by a governmental organization
unless the financing entity (1) is not a governmental orga
nization and (2) is used by the business enterprise in a
manner similar to a variable interest entity in an effort to
circumvent the provisions o f this Interpretation.

This Interpretation clarifies the application o f ARB No. 51 to
certain entities in which equity investors do not have the charac
teristics o f a controlling financial interest or do not have suffi
cient equity at risk for the entity to finance its activities without
additional subordinated financial support. Paragraph 1 o f ARB
No. 51 states that consolidated financial statements are “usually
necessary for a fair presentation when one o f the companies in
the group directly or indirectly has a controlling financial interest
in the other companies.” Paragraph 2 states that “the usual condi
tion for a controlling financial interest is ownership o f a majority
voting interest....” However, application o f the majority voting
interest requirement in ARB No. 51 to certain types o f entities
may not identify the party with a controlling financial interest
because the controlling financial interest may be achieved
through arrangements that do not involve voting interests.
This Interpretation explains how to identify variable interest enti
ties and how an enterprise assesses its interests in a variable inter
est entity to decide whether to consolidate that entity. This
Interpretation requires existing unconsolidated variable interest
entities to be consolidated by their primary beneficiaries if the en
tities do not effectively disperse risks among parties involved.
Variable interest entities that effectively disperse risks will not be
consolidated unless a single party holds an interest or combina
tion o f interests that effectively recombines risks that were previ
ously dispersed.
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An enterprise that consolidates a variable interest entity is the pri
mary beneficiary o f the variable interest entity. The primary bene
ficiary o f a variable interest entity is the party that absorbs a
majority o f the entity’s expected losses, receives a majority o f its
expected residual returns, or both, as a result o f holding variable
interests, which are the ownership, contractual, or other pecuniary
interests in an entity that change with changes in the fair value o f
the entity’s net assets excluding variable interests. An enterprise
with a variable interest in a variable interest entity must consider
variable interests o f related parties and de facto agents as its own in
determining whether it is the primary beneficiary o f the entity.
Assets, liabilities, and noncontrolling interests o f newly consoli
dated variable interest entities generally will be initially measured
at their fair values except for assets and liabilities transferred to a
variable interest entity by its primary beneficiary, which will con
tinue to be measured as if they had not been transferred. However,
assets, liabilities, and noncontrolling interests o f newly consoli
dated variable interest entities that are under common control
with the primary beneficiary are measured at the amounts at which
they are carried in the consolidated financial statements of the en
terprise that controls them (or would be carried if the controlling
entity prepared financial statements) at the date the enterprise be
comes the primary beneficiary. Goodwill is recognized only if the
variable interest entity is a business as defined in this Interpreta
tion. Otherwise, the reporting enterprise will report an extraordi
nary loss for that amount. After initial measurement, the assets,
liabilities, and noncontrolling interests o f a consolidated variable
interest entity will be accounted for as if the entity was consoli
dated based on voting interests. In some circumstances, earnings of
the variable interest entity attributed to the primary beneficiary
arise from sources other than investments in equity of the entity.
An enterprise that holds significant variable interests in a variable
interest entity but is not the primary beneficiary is required to
disclose (1) the nature, purpose, size, and activities of the variable
interest entity; (2) its exposure to loss as a result o f the variable in
terest holder’s involvement with the entity; and (3) the nature o f
its involvement with the entity and date when the involvement
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began. The primary beneficiary o f a variable interest entity is re
quired to disclose (1) the nature, purpose, size, and activities o f
the variable interest entity; (2) the carrying amount and classifi
cation o f consolidated assets that are collateral for the variable in
terest entity’s obligations; and (3) any lack o f recourse by
creditors (or beneficial interest holders) o f a consolidated variable
interest entity to the general credit o f the primary beneficiary.
Effective date. Special provisions apply to enterprises that have
fully or partially applied FASB Interpretation No. 46 before is
suance o f this Interpretation. Otherwise, application o f this In
terpretation (or FASB Interpretation N o. 46) is required in
financial statements o f public entities that have interests in vari
able interest entities or potential variable interest entities com
monly referred to as special-purpose entities for periods ending
after December 15, 2003. Application by public entities (other
than small business issuers) for all other types o f entities is re
quired in financial statements for periods ending after March 15,
2004. Application by small business issuers to entities other than
special-purpose entities and by nonpublic entities to all types o f
entities is required at various dates in 2004 and 2005, depending
on the circumstances (refer to the original Interpretation for full
guidance). In some instances, enterprises have the option o f ap
plying or continuing to apply FASB Interpretation No. 46 for a
short period o f time before applying this Interpretation.
FASB S taff Positions (FSPs). The FASB has issued several FSPs re
lated to FASB Interpretation No. 46(R) that may be o f interest to
real estate companies and their auditors. FSPs are available on the
FASB Web site at www.fasb.org.

On the Horizon
Auditors should keep abreast o f auditing and accounting develop
ments and upcoming guidance that may affect their engagements.
You should check the appropriate standard-setting Web sites
(listed below) for a complete picture o f all accounting and audit
ing projects in process. Presented below is brief information about
some ongoing projects that may be relevant to your real estate en
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gagements. Refer to the AICPA general A udit Risk Alert—
2004/05 (product no. 022335kk) for additional summaries o f
some o f the more significant ongoing projects and exposure drafts
outstanding. Remember that exposure drafts are nonauthoritative
and cannot be used as a basis for changing GAAP, generally ac
cepted auditing standards (GAAS), or PCAOB standards.
The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding expo
sure drafts and where copies o f exposure drafts may be down
loaded. These Web sites contain much more in-depth information
about proposed standards and other projects in the pipeline.
Web Site

Standard-Setting Body
AICPA Auditing Standards Board (ASB)
(Note that for audits of public companies,
the Public Company Accounting Oversight
Board sets auditing standards.)
AICPA Accounting Standards
Executive Committee (AcSEC)
Financial Accounting Standards
Board (FASB)
Professional Ethics Executive
Committee (PEEC)
Public Company Accounting
Oversight Board (PCAOB)

www.aicpa.org/members/div/
auditstd/drafts.htm

www.aicpa.org/members/
div/acctstd/edo/index.htm
www.fasb.org
www.aicpa.org/members/
div/ethics/index.htm
www.pcaobus.org

Help Desk—The AICPA's standard-setting committees publish
exposure drafts o f proposed professional standards exclusively
on the AICPA Web site. The AICPA will notify interested par
ties by e-mail about new exposure drafts. To be added to the no
tification list for all AICPA exposure drafts, send your e-mail
address to service@aicpa.org. Indicate “exposure draft e-mail
list” in the subject header field to expedite your submission. In
clude your full name, mailing address and, if available, your
membership and subscriber number in the message.

Auditing Pipeline— Nonpublic Companies
The proposed standards discussed in this section do not apply to
the audits o f public companies and other audits conducted
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under the standards o f the PCAOB. Readers should keep abreast
o f the status o f the following projects and projected exposure
drafts, inasmuch as they will substantially affect the audit
process. More information can be obtained on the AICPA's Web
site at www.aicpa.org.

Proposed SAS, Communication o f Internal Control Related
M atters Noted in an A udit
This proposed SAS will supersede SAS No. 60, Communication o f
Internal Control Related M atters N oted in an A u d it (AICPA,
Professional Standards, vol. 1, A U sec. 325), and significantly
strengthen the quality o f auditor communications o f such mat
ters in audits o f nonpublic companies. Readers should be alert for
the issuance o f a final standard.

Seven SASs Related to Audit Risk Proposed
In December 2002, the A IC PA 's Auditing Standards Board
(ASB) issued an exposure draft proposing seven new SASs relat
ing to the auditor's risk assessment process. The ASB believes that
the requirements and guidance provided in the proposed SASs, if
adopted, would result in a substantial change in audit practice
and in more effective audits. The primary objective o f the pro
posed SASs is to enhance auditors’ application o f the audit risk
model in practice by requiring:
•

More in-depth understanding o f the entity and its envi
ronment, including its internal control, to identify the
risks o f material misstatement in the financial statements
and what the entity is doing to mitigate them.

•

More rigorous assessment of the risks of material misstate
ment of the financial statements based on that understanding.

•

Improved linkage between the assessed risks and the na
ture, timing, and extent o f audit procedures performed in
response to those risks.

The exposure draft consists o f the following proposed SASs:
•

Amendment to Statement on A uditing Standards No. 95,
Generally Accepted Auditing Standards
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Audit Evidence
Audit Risk and Materiality in Conducting an Audit
Planning and Supervision
Understanding the Entity and Its Environment and Assessing
the Risks o f M aterial Misstatement
Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
Amendment to Statement on Auditing Standards No. 3 9 ,
Audit Sampling
The proposed SASs establish standards and provide guidance
concerning the auditor’s assessment o f the risks o f material mis
statement in a financial statement audit, and the design and per
formance o f audit procedures whose nature, timing, and extent
are responsive to the assessed risks. Additionally, the proposed
SASs establish standards and provide guidance on planning and
supervision, the nature o f audit evidence, and evaluating
whether the audit evidence obtained affords a reasonable basis
for an opinion regarding the financial statements under audit.
Readers should be alert for the issuance o f final standards in the
first half o f 2005.

Proposed Statement on Standards for Attestation
Engagements, Reporting on an Entity's Internal Control
Over Financial Reporting
This proposed Statement on Standards for Attestation Engage
ments (SSAE) establishes standards and provides guidance to the
practitioner who is engaged to issue or does issue an examination
report on the effectiveness o f an entity’s internal control over fi
nancial reporting as o f a point in time (or on an assertion thereon).
Specifically, guidance is provided regarding the following:
•

Conditions that must be met for a practitioner to accept an
engagement to examine the effectiveness o f an entity’s in
ternal control and the prohibition o f acceptance o f an en
gagement to review such subject matter
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•

Engagements to examine the design and operating effec
tiveness o f an entity’s internal control

•

Engagements to examine the design and operating effec
tiveness o f a portion o f an entity’s internal control (for ex
ample, internal control over financial reporting o f an
entity’s operating division or its accounts receivable)

•

Engagements to examine only the suitability o f design o f
an entity’s internal control (no assertion is made about the
operating effectiveness o f internal control)

•

Engagements to examine the design and operating effec
tiveness o f an entity’s internal control based on criteria es
tablished by a regulatory agency

Readers should be alert for the issuance o f a final standard.

Auditing Pipeline— Public Companies Only
Proposed PCAOB Auditing Standard Conforming
Amendments to PCAOB Interim Standards Resulting
from the Adoption o f PCAOB A uditing Standard No. 2
This proposed standard recommends conforming amendments
to the PCAOB interim auditing standards as a result o f the is
suance o f PCAOB Auditing Standards No. 2, An Audit o f Internal
Control Over Financial Reporting Performed in Conjunction with
an A udit o f Fin an cial Statements. In particular, conforming
amendments are proposed for the interim auditing, attestation,
and independence standards. Readers should be alert for the
SE C ’s approval o f this standard. See the PC A O B’s Web site at
www.pcaobus.org for complete information.

Accounting Pipeline
Proposed FASB Statement Accountingfo r R eal Estate TimeSharing Transactions—an amendment o f FASB Statements
No. 6 6 an d 6 7 and Proposed AICPA SO P Accountingfo r
R eal Estate Tim e-Sharing Transactions
See the summary in the section titled “Proposed Guidance on Ac
counting for Time-Sharing Transactions.”
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Proposed FASB Statement Qualifying Special-Purpose Entities
an d Isolation o f Transferred Assets—an amendment o f FASB
Statem ent No. 140
This proposed Statement would amend and clarify FASB Statement
No. 140, Accounting for Transfers and Servicing o f Financial Assets
and Extinguishments o f Liabilities, in several ways. The initial expo
sure draft for this proposed Statement was issued in June 2003.
However, in response to several comment letters, the FASB began
redeliberations on the issues raised. Readers should be alert for the
issuance o f a revised exposure draft, which is expected in the second
quarter o f 2005. In addition, the FASB will be issuing two addi
tional exposure drafts pertaining to FASB Statement No. 140, also
in the second quarter of 2005. The exposure drafts will pertain to
beneficial interests in securitized financial assets and servicing rights.
See the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Share-Based Payment—an
amendment o f FASB Statements No. 123 an d 95
This proposed Statement would eliminate the ability to account
for share-based compensation transactions using APB Opinion
No. 25, Accounting fo r Stock Issued to Employees, and generally
would require instead that such transactions be accounted for
using a fair-value-based method. A final Statement is expected to
be issued during the fourth quarter of 2004. See the FASB Web
site at www.fasb.org for complete information.

Proposed FASB Statement F air Value Measurements
In June 2004, the FASB published an exposure draft o f a pro
posed Statement, Fair Value Measurements, which seeks to estab
lish a framework for measuring fair value that would apply
broadly to financial and nonfinancial assets and liabilities, im
proving the consistency, comparability, and reliability o f the mea
surements. The fair value framework would clarify the fair value
measurement objective and its application under authoritative
pronouncements that require fair value measurements. The expo
sure draft would replace any current guidance for measuring fair
value in those pronouncements and would expand current disclo
sures. Readers should be alert for the issuance o f a final State-

46

ment, which is expected in the first quarter o f 2005. Refer to the
FASB Web site at www.fasb.org for complete information.

Proposed FASB Statements Resulting From Short-Term
International Convergence Project
In an effort to reduce or eliminate certain differences between
U .S. GAAP and international financial reporting standards
(IFRS), the FASB issued exposure drafts on the proposed FASB
Statements listed below. See the FASB Web site at www.fasb.org
for complete information.
Proposed FASB Statement
Accounting Changes and
Error Correction— a
replacement o f APB
Opinion No. 20 and
FASB Statement No. 3

This proposed Statement would change the
reporting of certain accounting changes specified
in APB Opinion No. 20, Accounting Changes,
by requiring retrospective application of a newly
adopted accounting policy for most changes in
accounting principle, including changes in
accounting principle required by issuance of new
pronouncements. It would also require reporting of a
change in depreciation, amortization, or depletion
method as a change in accounting estimate. Readers
should be alert for the issuance of a final Statement,
expected in the first quarter of 2005.
Proposed FASB Statement This proposed Statement would eliminate
paragraph 21(b) of APB Opinion No. 29,
Exchanges o f Productive
Assets— an amendment o f Accountingfor Nonmonetary Transactions, which
establishes an exception to the general principle that
APB Opinion No. 29
exchanges of nonmonetary assets should be recorded
at the fair value of the assets exchanged. This
proposed Statement would require that exchanges of
productive assets be accounted for based on the fair
values of the assets involved, unless the exchange
transaction does not have commercial substance.
Readers should be alert for the issuance of a final
Statement, expected in the fourth quarter of 2004.
Proposed FASB Statement This proposed Statement would amend the
computations guidance in FASB Statement No. 128,
Earnings per Share—an
Earnings per Share, for calculating the number of
amendment o f FASB
Statement No. 128
incremental shares included in diluted shares when
applying the treasury stock method. Also, this
proposed Statement would eliminate the provisions
of Statement No. 128 that allow an entity to rebut
the presumption that contracts with the option of
settling in either cash or stock will be settled in stock.
(continued)
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In addition, this proposed Statement would require
that shares that will be issued upon conversion of a
mandatorily convertible security be included in the
weighted-average number of ordinary shares
outstanding used in computing basic earnings
per share from the date when conversion becomes
mandatory. Readers should be alert for the issuance of
a final Statement, which is expected to be released in
the fourth quarter o f 2004.
Proposed FASB Statement This proposed Statement would adopt wording
Inventory Costs— an
from the International Accounting Standards
amendment o f ARB
Board (IASB) International Accounting Standards
No. 2, Inventories, for portions of Chapter 4,
No. 43, Chapter 4
“Inventory Pricing,” of ARB No. 43, Restatement
and Revisions o f Accounting Research Bulletins.
Readers should be alert for the issuance of a final
Statement, which is expected to be released in
the fourth quarter o f 2004.

Proposed FASB Interpretation Accountingfo r Conditional
Asset Retirement Obligations—an interpretation o f FASB
Statem ent No. 143
This proposed Interpretation would clarify that a legal obligation
to perform an asset retirement activity that is conditional on a
future event is within the scope o f FASB Statement No. 143,
Accounting fo r Asset Retirement Obligations. Readers should be
alert for the issuance o f a final Statement, which is expected to
occur in the fourth quarter o f 2004. Refer to the FASB Web site
at www.fasb.org for complete information.

Proposed Guidance on Accounting for Time-Sharing Transactions
In the fourth quarter o f 2004, the AICPA and the FASB are ex
pected to issue accounting guidance on real estate time-sharing
transactions. Due to the pertinence o f this guidance to the real es
tate industry, summaries o f the proposed Statements are pre
sented here. The summaries are for informational purposes only
and should not be relied upon as a substitute for a complete read
ing o f the applicable standards when finally issued. You should
visit the AICPA and FASB Web sites for complete information.
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Proposed AICPA SO P Accountingfo r R eal Estate
Time-Sharing Transactions
This SO P will provide guidance on a seller's accounting for all
real estate time-sharing transactions. Those include:
•

Fee-simple transactions in which nonreversionary title and
ownership o f the real estate pass to the buyer or a time
sharing special-purpose entity (SPE)

•

Transactions in which title and ownership o f all or a por
tion o f the real estate remain with the seller

•

Transactions in which title and ownership o f all or a por
tion o f the real estate pass to the buyer and subsequently
revert to the seller or transfer to a third party

•

Transactions by a time-share reseller

The provisions o f the SOP are summarized as follows:
Profit recognition under FASB Statement No. 66. A time-share
seller should recognize profit on time-sharing transactions as
specified under the profit recognition guidance in the sections in
FASB Statement No. 66, Accounting fo r Sales o f Real Estate, that
specify the accounting for other than retail land sales. For pur
poses o f recognizing profit, nonreversionary title should be trans
ferred. If title transfer is reversionary, the seller should account for
the transaction as if it were an operating lease.
Determination o f sales value. Certain sales incentives provided by a
seller to a buyer to consummate a transaction should be recorded
separately by reducing the stated sales price o f the time-share by
the excess o f the fair value o f the incentive over the amount the
buyer pays. For purposes o f testing for buyer's commitment under
FASB Statement No. 66, the seller should reduce its measurement
o f the buyer's initial and continuing investments by the excess o f
the fair value o f the incentive over the stated amount the buyer
pays, except in certain situations in which, to receive the incen
tive, the buyer is required to make specific payments on its note.
Upgrade and reload transactions. A reload transaction is considered
to be a separate sale o f a second interval, and the second interval
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is accounted for in accordance with the profit recognition guid
ance o f FASB Statement No. 66. For an upgrade transaction, that
guidance is applied to the sales value o f the new (upgrade) inter
val, and the buyers initial and continuing investments from the
original interval are included in the profit recognition tests re
lated to the new interval.
Accountingfor uncollectibility. As used in this SOP, the term uncol
lectibles should be interpreted broadly to include all situations in
which, as a result of credit issues, a time-share seller collects less than
100 percent of the contractual cash payments of a note receivable,
except for certain transfers o f receivables to independent third par
ties by the seller. An estimate o f uncollectibility that, from a histori
cal and statistical perspective, is expected to occur should be
recorded as a reduction of revenue at the time that profit is recog
nized on a time-sharing sale recorded under the full accrual or per
centage-of-completion method. Subsequent changes in estimated
uncollectibles should be recorded as an adjustment to estimated un
collectibles and thereby as an adjustment to revenue. Under the rela
tive sales value method, the seller effectively does not record revenue,
cost of sales, or inventory relief for amounts not expected to be col
lected. There generally is no accounting effect on inventory when, as
expected, a time-share is repossessed or otherwise reacquired.
Accountingfor cost o f sales and inventory. The seller should account
for cost o f sales and time-sharing inventory in accordance with
the relative sales value method.
Costs to sell time-sharing intervals. All costs incurred to sell timeshares should be charged to expense as incurred except for certain
costs that are:
•

Incurred for tangible assets used directly in selling the
time-shares.

•

Incurred for services performed to obtain regulatory ap
proval o f sales.

•

Direct and incremental costs o f successful sales efforts
under the percentage-of-completion, installment, reduced
profit, or deposit methods o f accounting.
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Operations during holding periods. Rental and other operations
during holding periods, including sampler programs and mini
vacations, should be accounted for as incidental operations,
which requires that any excess o f revenue over costs be recorded
as a reduction o f inventory costs.
SPEs, points systems, vacation clubs, and sim ilar structures. The ac
counting treatment for more complex time-sharing structures
such as time-sharing SPEs, points systems, and vacation clubs
should be determined using the same profit recognition guidance
as for simpler structures, provided that the time-sharing interest
has been sold to the end user. For balance-sheet presentation pur
poses, an SPE should be viewed as an entity lacking economic
substance and established for the purpose o f facilitating sales if
the SPE structure is legally required for purposes o f selling inter
vals to a class o f nonresident customers, and the SPE has no assets
other than the time-sharing intervals and has no debt. In those
circumstances, the seller should present on its balance sheet as
time-sharing inventory the interests in the SPE not yet sold to
end users. If the seller, seller's affiliate, or related party operates an
exchange, points, affinity, or similar program, the programs oper
ations constitute continuing involvement by the seller, and the
seller should determine its accounting based on an evaluation o f
whether it will receive compensation at prevailing market rates
for its program services.
This SO P will be effective for financial statements with fiscal
years beginning after June 15, 2005. Earlier application is en
couraged.

Proposed FASB Statement, Accountingfo r R eal Estate
Time-Sharing Transactions—an amendment o f FASB
Statements No. 6 6 an d 6 7
T h is FASB Statem ent will am end FA SB Statem ent N o. 67,
Accounting fo r Costs and In itial Rental Operations o f Real Estate
Projects, to state that the guidance for (1) incidental operations
and (2) costs incurred to sell real estate projects do not apply to
real estate time-sharing transactions. FASB Statement No. 66,
Accountingfo r Sales o f Real Estate, will also be amended to include
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a footnote that refers to the interpretive guidance in the SO P for
time-sharing transactions.
This FASB Statement will also be effective for financial state
ments with fiscal years beginning after June 15, 2005.

Real Estate Resource Central
Publications
The following publications deliver valuable guidance and practi
cal assistance as potent tools to be used on your engagements.
•

Audit and Accounting Guide Common Interest Realty Asso
ciations (2004) (product no. 012574kk)

•

Audit and Accounting Guide Construction Contractors
(2004) (product no. 012584kk)

•

Audit Guide Guide fo r the Use o f Real Estate Appraisal In
formation (1997) (product no. 013159kk)

•

Audit G uide A uditing D erivative Instruments, H edging
Activities, an d Investments in Securities (2001) (product
no. 012520kk)

•

Audit Guide Auditing Revenue in Certain Industries (2004)
(product no. 0125l4kk)

•

Practice Aid Auditing Estimates and Other Soft Accounting
Information (1998) (product no. 010010kk)

•

Practice Aid Fraud Detection in a GAAS Audit, Revised Edi
tion (2004) (product no. 006615kk)

•

General Audit Risk Alert—2004/05 (product no. 022335kk)

•

Audit Risk Alert Compilation and Review— 20 0 4 /0 5
(product no. 022305kk)

•

Audit Risk Alert Construction Contractors Industry Develop
ments—2004/05 (product no. 022315kk)

•

Audit Risk Alert Common Interest Realty Associations Indus
try Developments—2003/04 (product no. 022464kk)
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Educational Courses
The AICPA offers a number o f continuing professional educa
tion (CPE) courses that are valuable to CPAs working in public
practice and industry. Among the available titles is a self-study
course, Real Estate Accounting an d Auditing, by Michael Ramos
(product no. 730603kk). Visit www.cpa2biz.com for a complete
list o f CPE courses.

Real Estate Annual Conference
The AICPA sponsors an annual National Real Estate Conference
in the fall. The Conference focuses strictly on the needs o f CPAs,
CFO s, and other financial professionals working in real estate by
addressing accounting, financial management, and industry
trends, as well as tax issues. For further information about the
conference, contact Service Center Operations at (888) 777-7077
or visit the CPA2Biz Web site (www.cpa2biz.com) to view the
latest conferences calendar and to register.

Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services of
fered by a number o f organizations. Some o f those organizations
are listed in the following table.
Name o f Site
Accountants
Home Page
Accountants World

AccountingWeb
American Institute
of CPAs

Content

Internet Address

www.computercpa.com/
Resources for accountants
and financial and business
professionals
www.accountantsworld.com
Online community of
independent accountants
providing resources and tools
Online community for the www.accountingweb.com
accounting profession
www.aicpa.org
Summaries of recent
auditing and other
professional standards as
well as other AICPA activities
(continued)
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Name o f Site

CPAnet

Economy.com

Content

Online community and
resource center for the
accounting profession
Source for analysis, data,
forecasts, and information
on the United States and
world economies
Key interest rates

Internet Address

www.cpanet.com/

www.economy.com

www.ny.frb.org/index.html
Federal Reserve
Bank of New York
www.fasb.org
Financial Accounting Summaries of recent
accounting pronouncements
Standards Board
and other FASB activities
www.firstgov.gov
Portal through which all
FirstGov
government agencies can
be accessed
www.gao.gov
Policy and guidance
Government
materials, reports on
Accountability
Office (formerly
federal agency
General Accounting major rules
Office)
Summaries of recent
www.gasb.org
Governmental
accounting pronouncements
Accounting
and other GASB activities
Standards Board
Online information on
www.hoovers.com
Hoovers Online
various companies and
industries
Summaries of International www.iasb.org
International
Financial Reporting
Accounting
Standards and International
Standards Board
Accounting Standards
Information on standards- www.ifac.org
International
Federation of
setting activities in the
international arena
Accountants
Information on accounting www.pcaobus.org
Public Company
and auditing, the activities
Accounting
Oversight Board
of the PCAOB, and
other matters
The SEC Digest and
www.sec.gov
Securities and
Statements, EDGAR database,
Exchange
current SEC rulemaking
Commission
Tax Analysts Online Information on current tax www.tax.org
developments
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Name o f Site
U.S. Tax
Code Online
Vision Project
WebCPA

Content
A complete text of the U.S.
Tax Code
Information on the
professions Vision Project
Provides online business
news for the tax and
accounting community

Internet Address
www.fourmilab.ch/
ustax/ustax.html
www.cpavision.org
www.webcpa.com/

In addition to the general information provided above, the Inter
net covers a vast amount o f information that may be valuable to
auditors o f real estate entities, including the following:
•

Market forecasts and analyses by city and property type

•

Discussions o f current industry trends

•

Benchmarking studies and comparative financial and nonfinancial data, for example, capitalization rates, occupancy
statistics, and planned future development

•

Articles and press releases relating to current industry items
o f interest

•

Links to other real estate Internet sites

Some o f the more relevant sites for those o f you with real estate
clients could include those shown in the following table:
Organization

Internet Address

American Resort Development Association
Building Owners and Managers Association
Commercial Investment Real Estate Network
Institute of Real Estate Management
National Association of Realtors
National Association of Real Estate Investment Trusts
National Council of Real Estate Investment Fiduciaries
Property and Portfolio Research
Real Estate Investment Advisory Council
Reis, Inc.
Society of Industrial and Office Realtors
Torto Wheaton Research
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www.arda.org
www.boma.org
www.ccim.com
www.irem.org
www.realtor.org
www.nareit.org
www.ncreif.org
www.ppr-research.com
www.reiac.org
www.reis.com/
subscriptions/national.cfm
www.sior.com
www.twr.com

The real estate practices of some o f the larger CPA firms may also
contain industry-specific auditing and accounting information
that is helpful to practitioners.

This Audit Risk Alert replaces Real Estate Industry Develop
ments—2003/04.
The Audit Risk Alert Real Estate Industry Developments is pub
lished annually. As you encounter audit or industry issues that you
believe warrant discussion in next year's Audit Risk Alert, please
feel free to share them with us. Any other comments that you have
about the Audit Risk Alert would also be appreciated. You may email these comments to lpombo@aicpa.org or write to:
Lori L. Pombo
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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